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Rebecca  J.  Fortune  (SBN  229921) 

2171  India  Street,  Suite  C 

San  Diego,  California  92101 

Phone:(619)233-9464 

Fax:      (619)702-6911 


Attorneys  for  Plaintiffs  SDMS,  INC., 
THOMAS  P.  ANDERSON  and  KEN  PECUS 


UNITED  STATES  DISTRICT  COURT 
SOUTHERN  DISTRICT  OF  CALIFORNIA 


SDMS,  INC.,  THOMAS  P.  ANDERSON,  and 
KEN  PECUS, 


ROCKY  MOUNTAIN  CHOCOLATE  FACTORY; 
INC., 


Case  No.:  08cv833  JM  AJB 

FIRST  AMENDED  COMPLAINT  FOR 
INJUNCTIVE  RELIEF,  DECLARATORY 
RELIEF  AND  DAMAGES: 

1 .  Violations  of  Section  1 7000  of  the 
California  Business  &  Professions  Code; 

2.  Violations  of  Section  17200  of  the 
California  Business  &  Professions  Code. 


COMES  NOW  Plaintiffs,  SDMS,  INC.,  THOMAS  P.  ANDERSON  and  KEN  PECUS,  by  and 
through  their  counsel,  and  submits  this  First  Amended  Complaint  for  damages  against  Defendants, 
ROCKY  MOUNTAIN  CHOCOLATE  FACTORY,  INC.,  a  Colorado  corporation.  For  the  convenience 
of  the  Court  and  counsel,  all  new  and/or  additional  language  contained  herein  shall  be  listed  in 
UPPERCASE,  BOLD  type  font. 

PARTIES 

1 .  Plaintiffs,  SDMS,  INC.,  a  California  sub-chapter  "S"  corporation  ("SDMS"),  THOMAS 

P.  ANDERSON,  an  individual  ("ANDERSON")  and  KEN  PECUS,  an  individual  ("PECUS") 
(hereinafter,  unless  specifically  identified  otherwise.  Plaintiffs  collectively  referred  to  as  "SDMS")  are. 
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and  at  all  times  herein  mentioned  were,  residents  of  San  Diego  County,  California  and  are  the  previous 
owners  of  a  Rocky  Mountain  Chocolate  Factory  franchised  retail  location  at  234  5th  Avenue,  Space  B, 
San  Diego,  California  92101  ("the  Gaslamp  Franchise"). 

2.  Upon  information  and  belief  and  thereon  alleged.  Defendant  ROCKY  MOUNTAIN 
CHOCOLATE  FACTORY,  INC.  ("RMCF")  is  a  Colorado  corporation  with  a  principal  place  of 
business  located  in  Durango,  Colorado.  As  such  and,  upon  information  and  belief,  RMCF  is  a  citizen  of 
the  State  of  Colorado.  And,  at  all  times  mentioned  herein,  has  been  registered  to  do  business  in  the  State 
of  California  as  a  franchisor  of  retail  chocolate  store  locations. 

JURISDICTION  AND  VENUE 

3.  This  Court  has  original  subject  matter  jurisdiction  over  this  action  under  28  U.S.C.  § 
1332(a)(1),  in  that  this  is  a  civil  action  where  the  matter  in  controversy  exceeds  the  sum  or  value  of 
$75,000,  exclusive  of  interest  and  costs,  and,  is  between  citizens  of  different  States. 

4.  Venue  is  proper  in  the  Southern  District  of  California  because  DEFENDANT 
VOLUNTARILY  REGISTERED  TO  SELL  FRANCHISES  WITHIN  THE  STATE  OF 
CALIFORNIA  AND  DID  SELL  A  MINIMUM  NUMBER  OF  SIX  (6)  FRANCHISES  IN  THE 
COUNTY  OF  SAN  DIEGO.  FURTHER,  PLAINTIFFS'  FORMER  ROCKY  MOUNTAIN 
CHOCOLATE  FACTORY  FRANCHISE  WAS  LOCATED  WITHIN  THE  COUNTY  OF  SAN 
DIEGO. 

JURY  DEMAND 

5.  Pursuant  to  Rule  38  of  the  Federal  Rules  of  Civil  Procedure,  Plaintiff  hereby  demands  the 
right  to  a  trial  by  jury. 

GENERAL  ALLEGATIONS 
Case  Background 
SDMS 

6.  At  all  times  throughout  ANDERSON'S  life,  his  family  has  been  employed  in  the 
chocolate/candy  making  and  retail  industry.  In  this  regard,  both  of  ANDERSON'S  paternal 
grandparents,  his  father,  his  mother  and  his  aunt  worked  at  the  Schrafft  Chocolate  Factory  in  Boston, 
Massachusetts.  Since  1974,  ANDERSON'S  mother  has  been  employed  at  "Russo's  Fine  Chocolates" 

FIRST  AMENDED  COMPLAINT  FOR: 

INJUNCTIVE  RELIEF,  DECLARATORY  RELIEF  AND  DAMAGES 

2  of  18 


Case  3:08-cv-00833-JM-AJB      Documents       Filed  05/13/2008      Page  3  of  18 

located  in  Saugus,  Massachusetts.  Throughout  his  life,  ANDERSON  would  visit  is  mother  at  Russo's 
Fine  Chocolates  where  she  would  teach  him  various  candy  and  chocolate  making  techniques  and 
recipes. 

7.  At  all  times  relevant  to  the  allegations  alleged  herein,  PECUS  has  been  employed  as  a 
hcensed  California  real  estate  sales  person.  In  or  about  2005,  PECUS  became  the  co-owner  of  Ascent 
Real  Estate,  Inc.,  a  Cahfornia  corporation. 

8.  In  or  about  the  spring  of  2003,  ANDERSON  decided  that  he  would  like  to  enter  the 
chocolate/candy  making  and  retail  business  for  himself  and  he  began  researching  the  business 
opportunities  near  his  home  in  San  Diego,  Cahfornia. 

9.  Upon  information  and  belief  and  thereon  alleged,  in  or  about  June  2003,  ANDERSON 
contacted  Counter-defendant,  RMCF  with  regards  to  becoming  a  licensed  Rocky  Mountain  Chocolate 
Factory  franchisee. 

RMCF  -  "Franchisor" 

10.  RMCF  is  the  franchisor  of  a  retail  chocolate  store  concept  that  was  founded  and  operated 
upon  the  premise  that  the  franchisee  could  fund,  own  and  operate  a  retail  gourmet  chocolate  store  selling 
chocolates  and  other  premium  confectionary  products.  The  emphasis  required  by,  and  advertised  at  the 
insistence  of  the  franchisor,  was  based  upon  the  sale  of  a  gourmet  and/or  premium  product,  utilizing  all 
natural  ingredients.  The  RMCF  franchise  is  promoted  as  the  "perfect  family  business,"  with  the  vast 
number  of  its  franchises  owned  and  operated  by  small  businesses  comprised  almost  entirely  of 
immediate  family  members. 

1 1 .  Upon  information  and  belief  and  thereon  alleged,  at  the  time  of  filing  this  complaint, 
RMCF  has  sold  in  excess  of  three  hundred  (300)  franchise  locations  within  the  United  States,  seventy 
(70)  within  the  State  of  California  alone,  to  franchisees  who  paid  a  minimum  initial  franchise  fee  of 
$19,500.  Accordingly,  RMCF  has  built  a  business  system  on  more  than  $5,850,000.00  in  capital 
invested  by  individual  franchise  owners  and  not  themselves. 

12.  Each  RMCF  franchisee  signed  a  standardized  form  franchise  agreement  prepared  by 
RMCF.  As  part  of  the  standard  "Franchise  Agreement,"  executed  by  all  RMCF  franchisees,  franchisees 
are  required:  (1)  to  pay  to  RMCF  a  royalty  (averaging  between  5-10%),  based  on  the  gross  sales  of  the 
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individual's  franchised  retail  location  and;  (2)  to  purchase  products  directly  from  Defendant,  RMCF  to 
meet  certain  display  and  inventory  requirements  for  their  individual  RMCF  retail  franchise  location. 
Upon  information  and  belief  and  thereon  alleged,  in  fiscal  year  2007,  RMCF  franchisees  paid  in  excess 
of  $5,500,000  to  RMCF  in  royalty  fees  and  in  excess  of  $15,000,000  in  products  produced  by  RMCF  at 
its  wholly-owned  Durango,  Colorado  manufacturing  facility. 

13.  Upon  information  and  belief  and  thereon  alleged,  in  addition  to  its  franchising  activities, 
RMCF  engages  in  the  sale  of  its  products  to  customers  outside  its  franchising  system.  Such  outside 
customers  include  wholesale  distribution  centers  such  as  Costco  Wholesale  Corporation,  discount  retail 
outlets  such  as  Target,  internet-based  retail  outlets  such  as  "Proflowers.com,"  "Amazon.com," 
"Shop.com,"  and  catalog  retailers  such  as  "Wine  Country  Gift  Baskets"  (collectively,  RMCF's  "Direct 
Customers"). 

14.  Upon  information  and  belief  and  thereon  alleged,  RMCF  does  not  set  a  minimum  sales 
price  requirement  with  regards  to  its  Direct  Customers  prior  to  their  purchase  of  product  fi-om  RMCF. 
As  a  result,  RMCF's  Direct  Customers  are  free  to  set  any  sales  price  they  so  choose,  even  if  it  undercuts 
the  franchisee  by  more  than  forty  percent  (40%). 

15.  Upon  information  and  belief  and  thereon  alleged,  during  Bryan  Merryman's  service  on 
the  RMCF  Board  of  Directors  and  as  RMCF's  Chief  Operating  Officer,  RMCF  has  been  actively 
marketing  its  products  outside  the  franchising  system,  realizing  an  increase  in  revenues  from  such  sales 
in  excess  of  fifty  percent  (50%)  in  each  of  the  last  three  years.  During  the  same  time  frame,  franchise 
sales  have  increased  at  the  much  more  modest  rate  of  approximately  two  percent  (2%)  per  year  with 
actual  pounds  of  product  purchased  by  the  franchising  system  in  negative  numbers.  Further,  upon 
information  and  belief  and  thereon  alleged,  RMCF  sells  certain  products  to  its  Direct  Customers  that  are 
either  not  available  to  or,  are  sold  at  a  lesser  per-unit  cost,  than  it  sells  the  same  (or  equivalent)  product 
within  the  franchising  system. 

16.  Prior  to  the  sale  of  each  of  its  franchises  within  the  State  of  California,  RMCF  issued  pre- 
sale  disclosures  mandated  by  the  Federal  Trade  Commission's  ("FTC")  Franchise  Disclosure  Rule,  16 
C.F.R.  Part  436  and  apphcable  state  law,  including  the  Cahfomia  Franchise  Investment  Law  ("CFIL"), 
Cal.  Corp.  Code  §  31000,  et  seq.  RMCF's  pre-sale  disclosures  were  reduced  to  writing  and  are 
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embodied  in  a  "Uniform  Offering  Circular"  ("UFOC")  presented  to  each  franchisee  prior  to  their 
purchase  of  an  RMCF  franchise.  RMCF  did  not  disclose  to  any  of  its  franchisees,  prior  to  their 
investment  in  the  franchise,  that  it  intended  to  make  a  concerted  effort  to  expand  its  sale  of  products  to 
Direct  Customers  and  that  such  sales  were  growing  at  a  rate  in  significant  excess  of  that  of  its 
franchising  sales  revenue.  A  true  and  correct  copy  of  the  RMCF  June  2003  UFOC  is  attached  hereto  as 
Exhibit  "1"  and  is  incorporated  by  reference  herein. 

17.  RMCF  reports  that  one  of  its  principal  competitive  strengths  is  in  its  knowledge  and 
experience  in  applying  criteria  for  selection  of  new  retail  store  locations.  RMCF  admits  that  carefiil 
selection  of  a  site  is  critical  to  the  success  of  a  Rocky  Mountain  Chocolate  Factory  store.  Final  site 
selection  occurs  only  after  RMCF's  senior  management  has  approved  the  site.  Further,  RMCF  admits 
that  a  franchised  location's  economic  viability  depends,  in  part,  upon  obtaining  a  suitable  location  "at 
reasonable  occupancy  costs". 

18.  Upon  information  and  belief  and  thereon  alleged,  if  a  franchisee  is  opening  a  new  RMCF 
retail  location,  it  is  solely  responsible  for  all  costs  involved  in  the  build-out  of  their  store  location. 
RMCF's  June  2003  UFOC  discloses  the  estimated  cost  of  build-out  to  be  $302,500  for  a  fuU-sized 
RMCF  retail  store. 

19.  In  addition  to  those  provisions  cited  above,  RMCF's  standard  Franchise  Agreement 
contains  the  following  terms: 

a.  Paragraph  2.2  -  "  ...  The  Franchisee  is  required  to  devote  a  minimum  of  fifty 
percent  (50%)  of  all  retail  display  space  to  ROCKY  MOUNTAIN  CHOCOLATE 
FACTORY  brand  assorted  bulk  chocolates  and  boxed  and  packaged  candies.  The 
franchisee's  [RMCF]  Store  must  feature  [RMCF]  brand  candy  manufactured  by 
the  Franchisor  ..." 

b.  Paragraph  5.1  -  "The  Franchisee  shall  obtain  the  Franchisor's  prior  written 
approval  before  executing  any  lease  or  purchase  agreement  for  the  Franchise 
Location. 

c.  Paragraph  10.1(e)  -  "The  Franchisee  shall  offer  only  authorized  products  and 
services  ..." 
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d.  Paragraph  11.1-  "The  Franchisee  agrees  to  pay  to  the  Franchisor  a  monthly 
royalty  ("Royalty")  equal  to  5%  of  its  Gross  Retail  Sales  generated  from  or 
through  its  [RMCF]  Store  . . .  The  Franchisee  also  agrees  to  pay  a  quarterly  Royalty 
based  on  Adjusted  Gross  Retail  Sales  during  each  calendar  quarter  ...  the  Franchisee 
shall  owe  the  Franchisor  a  quarterly  Royalty  equal  to  10%  of  its  Adjusted  Gross  Retail 
Sales..." 

e.  Paragraph  12.3  -  "The  Franchisee  shall  pay  to  the  Franchisor,  in  addition  to 
Royalties,  a  fee  of  1%  of  the  total  amount  of  the  Franchisee's  Gross  Retail  Sales 
("Marketing  and  Promotion  Fee")  ..." 

f  Paragraph  13.4  -  "The  Franchises  shall  be  required  to  purchase  all  of  its  Factory 

Candy  for  its  RMCF  Store  from  the  Franchisor  or  its  designee." 

g.  Paragraph  18.1(a)  -  "Termination  by  Franchisor  -  Ten  Days  Notice. 

Abandonment.  If  the  Franchisee  ceases  to  operate  the  [RMCF]  Store  or  otherwise 
abandons  the  [RMCF]  Store  for  a  period  of  five  consecutive  days  ..." 

h.  Paragraph  1 8.2(e)  -  "Termination  by  Franchisor  -  Thirty  Days  Notice.  Breach  of 

Related  Agreement.  The  Franchisee  defaults  under  any  term  of  the  lease  ..." 

i.  Paragraph  18.3(a)  -  "Failure  to  Pay.  . . .  Additionally,  the  event  this  Agreement  is 

terminated  by  the  Franchisor  prior  to  its  expiration  ...  the  Franchisee  acknowledges  and 
agrees  that  in  addition  to  all  other  available  remedies,  the  Franchisor  shall  have  the  right 
to  recover  lost  fiiture  Royalties  during  any  period  in  which  the  Franchisee  fails  to  pay 
through  and  including  the  remainder  of  the  then-current  term  of  this  Agreement." 

j.  Paragraph  18.4  -  "Right  to  Purchase.  Upon  termination,  the  Franchisor  shall  have 

the  option  to  purchase  ....  at  fair  market  value  ..." 

k.  Paragraph  20.2  -  Post-Termination  Covenant  Not  to  Compete.  Upon  termination 

of  Franchise  Agreement  for  any  reason.  Franchisee  agrees  not  to  compete  within 
a  ten-mile  radius  of  their  existing  Franchise  Location  or  within  a  ten-mile  radius 
of  any  other  RMCF  franchise  location. 
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L.         PARAGRAPH  22,1  -  "GOVERNING  LAW/CONSENT  TO  VENUE  AND 

JURISDICTION.  ...  THE  EXCLUSIVE  VENUE  FOR  DISPUTES  BETWEEN 
THEM  SHALL  BE  IN  THE  STATE  COURTS  IN  LA  PLATA  COUNTY, 
COLORADO  AND  IN  THE  FEDERAL  COURTS  LOCATED  IN  COLORADO  ..." 

A  true  and  correct  copy  of  the  RMCF  standard  Franchise  Agreement,  as  it  is  attached  to  the  June 
2003  RMCF  UFOC,  is  attached  hereto  as  Exhibit  "2"  and  is  incorporated  by  reference  herein. 

20.  Upon  information  and  belief  and  thereon  alleged,  not  only  does  RMCF  require  that  all 
franchisees  purchase  products  from  RMCF,  it  also  requires  that  such  products  be  delivered  to  the 
franchisee  by  RMCF  at  an  additional  freight  charge  above  and  beyond  the  cost  of  the  product  to  the 
franchisee.  Upon  information  and  belief  and  thereon  alleged,  under  certain  circumstances  and  with 
regards  to  certain  products,  the  RMCF  franchisee  can  purchase,  repackage  and  sell  RMCF  products  at  a 
lesser  total  per-unit  cost  if  such  items  are  initially  purchased,  by  the  franchisee,  from  one  of  RMCF' s 
Direct  Customers,  such  as  Costco,  than  it  can  if  purchasing  from  RMCF. 

21 .  Upon  information  and  belief  and  thereon  alleged,  RMCF's  standard  Franchise  Agreement 
does  not  permit  the  franchisee  to  terminate  the  RMCF  Franchise  Agreement  under  any  circumstances. 

22.  Upon  information  and  belief  and  thereon  alleged,  an  RMCF  franchisee  has  a  higher  profit 
margin  (income  after  deducting  costs  and  expenses)  when  selling  "store  made  products"  versus  products 
purchased  in  their  final  form  from  RMCF.  Upon  information  and  belief  and  thereon  alleged,  RMCF  is 
aware  of  this  fact.  In  or  about  2002  or  2003,  RMCF  changed  its  royalty  fee  calculation  so  that  aU  non- 
RMCF  factory  products  would  incur  a  total  royalty  often  percent  (10%),  up  from  the  five  percent  (5%) 
charged  since  RMCF's  inception.  Upon  information  and  behef  and  thereon  alleged,  RMCF,  via  its 
many  representatives,  disclosed  this  change  to  be  of  benefit  to  the  RMCF  franchisee. 

The  Gaslamp  Franchise 

23.  Upon  information  and  behef  and  thereon  alleged,  in  or  about  September  2003,  a  RMCF's 
Franchise  Sales  Representative,  Kraig  Carlson,  personally  visited  234  5th  Avenue,  Space  B,  San  Diego, 
California  92101  ("the  Gaslamp  Franchise"),  the  location  proposed  by  Plaintiffs  for  their  Rocky 
Mountain  Chocolate  Factory  franchise  location.  The  proposed  Gaslamp  location  included  a  total  lease 
space  of  1,983  square  feet.  Mr.  Carlson,  on  behalf  of  RMCF,  not  only  physically  inspected  the  Gaslamp 

FIRST  AMENDED  COMPLAINT  FOR: 

INJUNCTIVE  RELIEF,  DECLARATORY  RELIEF  AND  DAMAGES 

7  of  18 


Case  3:08-cv-00833-JM-AJB      Documents       Filed  05/13/2008      Page  8  of  18 

Franchise,  he  also  reviewed  the  proposed  lease  agreement.  Upon  RMCF's  approval  of  both  the  location 
and  lease  agreement,  Plaintiffs  executed  a  lease  agreement  ("Lease  Agreement")  with  S.D.  Bridgeworks, 
LLC  on  October  9,  2003.  A  true  and  correct  copy  of  the  Lease  Agreement  is  attached  as  Exhibit  "3" 
hereto  and  is  incorporated  by  reference  herein.  Under  terms  of  the  Lease  Agreement,  Plaintiffs' 
monthly  lease  payment  was  $4,957.50  for  the  months  1  through  12;  $6,444.75  for  months  13  through 
24;  $7,932.00  for  months  25  through  36  and;  $8,427.75  for  months  37  through  40.  The  lease  agreement 
also  included  a  requirement  for  Plaintiffs  to  pay  to  the  landlord:  (a)  a  sum  equal  to  six  percent  (6%)  of 
their  monthly  Gross  Retail  Sales  and,  (b)  8.55%  of  monthly  operating  expenses. 

24.  Upon  information  and  belief  and  thereon  alleged.  Counter-claimants  spent  in  excess  of 
$300,000.00  for  costs  and  expenses  required  to  open  the  Gaslamp  Franchise. 

25.  Upon  information  and  behef  and  thereon  alleged.  Counter-claimants  opened  the  Gaslamp 
Franchise  for  business  in  February  2004. 

26.  Upon  information  and  belief  and  thereon  alleged,  since  first  opening  the  Gaslamp 
Franchise  in  February  2004,  Plaintiffs  were  required  to  contributed  approximately  $100,000.00  of 
personal  financing  to  meet  the  store's  financial  obligations. 

27.  In  or  about  May  2006,  due  the  Gaslamp  Franchise's  poor  performance,  SDMS  began 
looking  for  ways  to  increase  their  revenue.  In  this  regard.  Plaintiffs  requested  RMCF's  approval  to  sell 
additional  items  in  their  store  (individual  chocolate  pieces  commonly  referred  to  as  "ganasch"  developed 
and  hand-made  by  ANDERSON)  to  help  generate  enough  revenue  to  meet  their  monthly  financial 
obligations.  After  initially  providing  positive  feedback,  RMCF  refixsed  to  give  its  approval  and 
demanded  that  SDMS  immediately  dispose  of  any  product  then  existing  in  the  Gaslamp  Franchise. 

28.  Upon  RMCF's  refiisal  ANDERSON  wrote  RMCF  a  letter  expressing  SDMS'  desire  to 
disassociate  from  RMCF  and  continue  operating  a  business  in  their  current  location  under  a  different 
name. 

29.  Between  February  2004  and  November  2006,  SDMS  suffered  a  total  operating  loss  in  the 
approximate  amount  of  $234,168.00  relating  to  their  Gaslamp  RMCF  franchise  location. 

30.  Between  February  2004  and  November  2006,  SDMS  paid  approximately  $5 1 ,000.00  in 
royalty  and  marketing  fees  to  RMCF  relating  to  their  Gaslamp  RMCF  franchise  location. 
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3 1 .  Between  February  2004  and  November  2006,  SDMS  purchased  approximately 
$246,450.00  worth  of  product  from  RMCF  for  their  Gaslamp  RMCF  franchise  location. 

32.  Between  February  2004  and  November  2006,  SDMS  paid  approximately  $166,000.00  in 
commercial  lease  payments  to  S.D.  Bridgeworks. 

RMCF's  Termination  of  the  Gaslamp  Franchise 

33.  Without  further  communication  with  Plaintiffs,  RMCF  filed  an  action  against  SDMS, 
INC.,  THOMAS  P.  ANDERSON  and  KENNETH  PECUS  in  the  state  court  of  Colorado  seeking  only 
injunctive  and  declaratory  relief  The  action  was  later  removed  to  the  United  States  District  Court  for 
the  District  of  Colorado  based  upon  diversity  of  citizenship.  However,  the  case  was  held  in  abeyance 
while  the  parties  attempted  to  resolve  their  dispute  without  the  need  for  litigation.  During  the  course  of 
litigation.  Plaintiffs  were  led  to  believe  there  would  be  an  opportunity  for  settlement  that  would  allow 
them  continued  possession  and  control  of  their  Gaslamp  location  if  certain  adjustments  were  made  with 
regards  to  the  type  of  items  offered  for  sale.    From  Plaintiffs'  perspective,  at  no  time  did  these 
adjustments  involve  exclusion  of  chocolates  or  other  confectionary  items  from  the  products  to  be  sold. 
After  a  substantial  amount  of  settlement  discussions  through  the  months  of  June  2006  -  September 
2006,  it  became  clear  that  RMCF  would  not  agree  to  any  settlement  that  allowed  SDMS'  continued 
possession  and  control  in  addition  to  a  continued  ability  to  sell  chocolates  and  other  confectionary  items. 
For  these  reasons,  settlement  discussions  were  terminated  and,  on  October  20,  2006,  RMCF  filed  an 
Amended  Complaint  aUeging  the  following  causes  of  action  against  SDMS,  ANDERSON  and  PECUS: 

(1)  Trademark  Infringement  under  the  United  States'  Lanham  Act  based  upon  SDMS'  alleged  use  of  the 
RMCF  marks  without  consent  from  October  10,  2006  through  the  time  of  filing  on  October  20,  2006; 

(2)  Unfair  Competition  under  the  United  States'  Lanham  Act  based  upon  SDMS'  alleged  use  of  RMCF 
marks  without  consent  and  continued  sale  of  unauthorized  products;  (3)  Breach  of  Contract  (common 
law)  based  upon  Plaintiffs  alleged:  (a)  sale  of  unauthorized  product  beginning  in  or  about  August  2006, 
(b)  failure  to  pay  royalties  beginning  in  or  about  May  2006,  (c)  failure  to  abide  by  RMCF's  post- 
termination  provisions  including,  but  not  limited  to  selling  all  assets  associated  with  the  Gaslamp 
Franchise  to  RMCF  at  the  offered  price  of  $60,000;  (4)  Violation  of  Colorado  Trade  Secrets  Act  based 
upon  SDMS'  alleged  use  of  RMCF  trade  secret  material  without  consent  from  October  10,  2006  through 
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October  20,  2006;  and  (5)  Declaratory  Judgment  seeking  enforcement  of  Plaintiffs'  Franchise 
Agreement,  including  the  post-termination  provisions  including,  but  not  limited  to,  the  forced  sale  of 
assets  and  enforcement  of  the  2-year,  10-mile  covenant  not  to  compete.  ("Colorado  Complaint"  -  USDC 
Case  No.  06cv01212,  hereinafter  referred  to  as  the  "Colorado  Action"). 

34.  On  November  7,  2006,  in  response  to  RMCF's  Colorado  Complaint,  Plaintiffs  filed  an 
Answer  and  the  following  Counter-Claims  for  damages  in  the  Colorado  District  Court:  (1)  Rescission  - 
Material  Misrepresentation  in  Registration  Application  based  upon  RMCF's  alleged  misstatement  of 
material  fact  with  regards  to  three  specific  issues  contained  within  its  Uniform  Offering  Circular 
(attached  hereto  as  Exhibit  "1");  (2)  Damages  -  Material  Misrepresentation  in  Registration  Application 
based  upon  RMCF's  alleged  misstatement  of  material  fact  with  regards  to  three  specific  issues  contained 
within  its  Uniform  Offering  Circular;  (3)  Damages  -  Improper  Termination  of  Franchise  based  upon 
RMCF's  alleged  retaliatory  termination  of  Plaintiffs'  Franchise  Agreement  in  or  about  October  2006; 
(4)  Rescission  -  Fraud  in  the  Inducement  based  upon  RMCF's  alleged  misstatement  of  material  fact 
with  regards  to  three  specific  issues  contained  within  its  Uniform  Offering  Circular;  (5)  Rescission  - 
Unconscionable  Contract  under  Colorado  Revised  Statutes  section  4-2-302  based  upon  the 
unconscionable  construction  and  application  of  the  Rocky  Mountain  Chocolate  Factory  Franchise 
Agreement;  (6)  Damages  -  Fraud  based  upon  RMCF's  aUeged  misstatement  of  material  fact  with 
regards  to  three  specific  issues  contained  within  its  Uniform  Offering  Circular;  (7)  Damages  -  Breach  of 
Contract  based  upon  RMCF's  alleged  failure  to  provide  operational  assistance  as  required  by  the 
Franchise  Agreement;  and  (8)  Breach  of  Covenant  of  Good  Faith  and  Fair  Dealing.  (Hereinafter 
"Colorado  Counter-Claims"). 

35.  Also  filed  by  Plaintiffs  on  November  7,  2006  was  a  motion  to  transfer  venue  from  the 
District  of  Colorado  to  the  Southern  District  of  California  based  upon:  (a)  Plaintiffs'  residence  in  San 
Diego  County,  (b)  RMCF's  registration  as  a  California  franchisor,  (c)  RMCF's  sale  of  franchises  in  San 
Diego  County,  (d)  SDMS'  operations  in  San  Diego  County,  and  (e)  California  Business  and  Professions 
Code  section  20040.4  which  states,  "A  provision  in  a  franchise  agreement  restricting  venue  to  a  forum 
outside  this  state  is  void  with  respect  to  any  claim  arising  under  or  relating  to  a  franchise  agreement 
involving  a  franchise  business  operating  within  this  state." 
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36.  On  November  17  and,  continuing  on  November  29,  oral  argument  was  held  with  regards 
to  Plaintiffs'  motion  to  transfer  venue  wherein  the  presiding  District  Court  Judge,  the  Honorable  Wiley 
Y.  Daniel,  failed  to  apply  the  aforementioned  California  law  and  venue  was  maintained  in  the  District  of 
Colorado. 

37.  Upon  information  and  behef  and  thereon  alleged,  had  Plaintiffs'  been  permitted  to 
transfer  venue  to  the  Southern  District  of  California,  they  would  have  been  permitted  to  allege  counter- 
claims available  only  under  California  law.  However,  because  venue  was  maintained  in  the  District  of 
Colorado,  Colorado  substantive  law  applied  and  Plaintiffs  were  prohibited  from  bringing  their  intended 
California  claims.  Because  the  State  of  Colorado  does  not  possess  any  laws  comparable  to  the 
California  Franchise  Investment  Law,  Plaintiffs  were  able  to  maintain  their  two  causes  of  action  for 
misrepresentation  brought  thereunder. 

38.  On  or  about  August  24,  2007,  RMCF  filed  a  Motion  for  Summary  Judgment  in  the 
Colorado  Action  seeking  summary  judgment  with  regards  to  each  of  Plaintiffs'  seven  Colorado  Counter- 
claims. After  oral  argument  conducted  on  November  15,  2007  and,  via  Order  issued  on  November  30, 
2007,  summary  judgment  was  granted  in  RMCF's  favor  with  regards  to:  (a)  one  of  the  three  allegations 
of  fraud  (one  allegation  was  voluntarily  withdrawn  by  Plaintiffs  and  one  remains),  (b)  Plaintiffs'  Third 
Colorado  Counter-Claim  for  Improper  Termination  based  upon  a  finding  that  SDMS'  failed  to  make 
royalty  payments  and  sold  unauthorized  products,  each  prohibited  by  the  Franchise  Agreement,  (c) 
Plaintiffs'  Fifth  Colorado  Counter-Claim  for  Unconscionable  Contract  based  upon  the  Court's  finding 
that  Colorado  Revised  Statute  section  4-2-302  did  not  apply  to  franchise  agreements,  therefore,  the 
Court  never  reached  a  decision  based  upon  the  merits  of  Plaintiffs'  claim  thereunder,  and  (d)  Plaintiffs 
Eighth  Colorado  Counter-Claim  for  Breach  of  Covenant  of  Good  Faith  and  Fair  Dealing  based  upon  the 
Court's  finding  that  RMCF's  differential  treatment  of  SDMS  did  not  violate  in  individual  term  of  the 
Franchise  Agreement.  (Plaintiffs'  voluntarily  withdrew  its  seventh  Colorado  Counter-Claim  for  Breach 
of  Contract). 

39.  Upon  information  and  belief  and  thereon  alleged,  as  of  the  date  of  this  complaint, 
discovery  has  been  completed  and  the  Colorado  Action  is  prepared  for  trial,  currently  scheduled  for 
November  3,  2008.  The  only  remaining  issues  and/or  claims  to  be  tried  are:  (a)  RMCF's  claim  for 
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Breach  of  Contract  based  upon  SDMS'  sale  of  unauthorized  products  and  failure  to  pay  royalties 
(RMCF  voluntarily  withdrew  its  intellectual  property  and  declaratory  relief  claims)  and  (b)  SDMS' 
allegation  of  fraud  with  regards  to  misrepresentations  contained  within  RMCF's  UFOC  related  to 
RMCF's  knowledge  of  its  franchisees'  "actual  financial  performance". 

40.        Upon  information  and  belief  and  thereon  alleged,  this  Complaint  is  properly  filed  in  the 
Southern  District  of  California  and  Rule  13(a)  of  the  Federal  Rules  of  Civil  Procedure  relating  to 
compulsory  counter-claims  does  not  apply  as  the  allegations  maintained  herein  do  not  relate  to  the  same 
transaction  or  occurrence  as  did  RMCF  Colorado  Complaint  in  that  the  Colorado  Action  was 
specifically  limited  to  SDMS'  alleged  breach  of  the  Franchise  Agreement  and  unauthorized  use  of  the 
RMCF  marks  in  or  about  the  summer  and  fall  of  2006.  As  such,  the  law  and  facts  required  to  prove  the 
claims  maintained  hereunder  were  not  applicable  nor  relevant  to,  nor  properly  discoverable,  in  the 
Colorado  Action. 

FIRST  CAUSE  OF  ACTION 
Violation  of  Cal,  Bus.  &  Prof.  Code  §1700,  et  sea. 

43.  Plaintiffs  refer  to,  and  incorporate  by  reference  herein,  each  and  every  allegation 
contained  in  all  proceeding  and  subsequent  paragraphs  as  if  fully  set  forth  herein. 

44.  Plaintiffs  and  defendant  were  engaged  in  the  sale  of  articles  or  products  including 
services  as  defmed  under  Cahfornia  Business  &  Professions  Code  Sections  17023  and  17024. 

45.  RMCF  committed  unfair,  deceptive  or  illegal  acts  or  practices  as  defmed  under  California 
Business  &  Professions  Code  Section  1700,  et  seq.  and  which  are  actionable  under  California  Business 
&  Professions  Code  Section  17070. 

46.  The  unfair,  deceptive  or  illegal  acts  or  practices  committed  by  RMCF  were  a  series  of 
acts  and  violations  that,  in  addition  to  being  separately  actionable,  are  part  of  an  actionable  pattern  or 
violations  and  misconduct  which  included,  but  were  not  limited  to: 

a.    Offering  its  product  for  sale  to  discount  retailers  such  as  Costco,  Target  and 
"Shop.com"  (as  defmed  more  particularly  at  paragraph  13  above),  thereby 
diminishing  the  value  of  its  trade  name; 
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b.  Offering  its  products  for  sale  to  its  Direct  Customers  at  a  lesser  cost  per  unit  than  is 
offered  to  its  franchise  system; 

c.  Offering  products  for  sale  to  its  Direct  Customers  that  are  unavailable  to  the 
franchise  system; 

d.  Failing  to  disclose  any  of  the  actions  contained  at  sub-sections  a.  -  c.  herein  to 
Plaintiff  in  advance  of  their  execution  of  the  franchise  agreement. 

47.  The  misconduct  of  the  defendant  should  be  preliminarily  and  permanently  enjoined  and 
all  Uniform  Offering  Circulars  submitted  by  RMCF  to  the  California  Department  of  Corporations  and 
thereon  distributed  to  each  of  its  existing  franchisees  as  well  as  all  RMCF  standard  franchise  agreements 
executed  by  each  of  the  70+  California  franchisees  should  be  declared  null  and  void  pursuant  to 
California  Business  &  Professions  Code  Section  17051. 

SECOND  CAUSE  OF  ACTION 
Violation  of  Cal,  Bus.  &  Prof.  Code  §17200,  et  sefl. 

48.  Plaintiffs  refer  to,  and  incorporate  by  reference  herein,  each  and  every  allegation 
contained  in  all  proceeding  and  subsequent  paragraphs  as  if  fully  set  forth  herein. 

49.  Plaintiffs  and  defendant  are  "persons"  as  defined  under  California  Business  & 
Professions  Code  Section  17201.  RMCF  committed  unlawful,  unfair  or  fraudulent  business  acts  or 
practices  as  defined  under  California  Business  &  Professions  Code  Sections  17200,  17203  and  other 
applicable  statutory  provisions  of  the  California  Business  &  Professions  Code. 

50.  RMCF  owed  SDMS  a  duty  to  not  engage  in  illegal,  fraudulent  or  unfair  trade  practices 
prohibited  under  Section  17200,  et  seg.  of  the  California  Business  &  Professions  Code. 

5 1 .  The  above  actions  of  RMCF  constituted  illegal  trade  practices  in  violation  of  Section 
17200  of  the  California  Business  &  Professions  Code  including  but  not  limited  to  violations  of  the 
CFIL,  the  FTC  Act,  15  United  State  Code  Section  45,  and  the  FTC  Disclosure  Rule,  Title  16  Code 
Federal  Regulations  Part  436.  Said  violations  include  oral  and  written  misrepresentations  as  set  forth  in 
the  preceding  paragraphs. 

52.  The  above  actions  of  RMCF  also  constituted  fraudulent  trade  practices  in  violations  of 
Sections  17200  and  17500  of  the  California  Business  &  Professions  Code.  RMCF  had  the  capacity  to 
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deceive  Plaintiffs  and  others  because  RMCF  had  superior  and  exclusive  knowledge  of  their  business  and 
SDMS  and  members  of  the  general  public  had  no  method  of  learning  the  falsity  of  those 
misrepresentations  as  outlined  in  preceding  paragraphs. 

53.  The  unfair,  deceptive  or  illegal  acts  or  practices  committed  by  RMCF  were  a  series  of 
acts  and  violations  that,  in  addition  to  being  separately  actionable,  are  part  of  an  actionable  pattern  or 
violations  and  misconduct  which  included,  but  were  not  limited  to: 

a.  Unfairly  cannibalizing  its  franchise  system  by: 

i.    Offering  its  product  for  sale  to  discount  retailers  such  as  Costco,  Target  and 

"Shop.com"  (as  defined  more  particularly  at  paragraph  13  above),  thereby 

diminishing  the  value  of  its  trade  name; 
ii.    Offering  its  products  for  sale  to  its  Direct  Customers  at  a  lesser  cost  per  unit 

than  is  offered  to  its  franchise  system; 
iii.    Offering  products  for  sale  to  its  Direct  Customers  that  are  unavailable  to  the 

franchise  system; 

b.  Failing  to  disclose  any  of  the  actions  contained  at  sub-section  a.  i.  -  iii.  herein  to 
Plaintiffs  in  advance  of  their  execution  of  the  franchise  agreement; 

c.  Using  the  method  of  unfairly  cannibalizing  its  franchise  system  in  a  long  term 
scheme,  conspiracy,  plan  and/or  pattern  of  misconduct  to  cause  a  forfeiture  or 
breach  of  the  franchise  agreement  thereby  driving  down  the  value  of  the  individual 
RMCF  franchisees'  "goodwill"  and  "going  concern"  value  of  their  business; 

d.  "Gouging"  the  RMCF  franchisees  on  the  costs  and  freight  of  products  purchase 
directly  from  RMCF; 

e.  Interfering,  disparaging,  defaming  and  otherwise  trying  to  prevent  the 
communication  and  organization  of  failing  RMCF  franchisees; 

f     Utilizing  artful  drafting  of  franchise  contracts  of  adhesion  to  carry  out  and/or 
facilitate  the  long  term  scheme,  conspiracy  and  pattern  of  activity  or  misconduct 
described  herein; 
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g.    Unfairly  attempting  to  avail  themselves  of  the  law  of  the  State  of  Colorado  in  the 
RMCF  standard  Franchise  Agreement  and  the  post-term  non-competition  covenants 
unenforceable  under  California  Business  &  Professions  Code  Sections  16600  and 
20040.5. 

h.    Upon  information  and  belief  and  thereon  alleged,  unfairly  using  independently 
owned  and  operated  RMCF  franchisees  to  diminish  RMCF's  expenses  for  its 
employees  and  manufacturing  practices; 

i.     Upon  information  and  belief  and  thereon  alleged,  conspiring  with  its  Direct 
Customers  to  sell  products  at  less  than  cost  to  the  RMCF  franchisee; 

j.     Misrepresenting  and  deliberately  withholding  of  information  and  financial  data 
about  the  profitability  of  the  RMCF  franchised  retail  store; 

k.    Using  in-terrorem  tactics,  threats,  intimidation  and  other  deceitfiil  and  unfair 
practices  to  force  franchisees  to  remain  in  financially  destructive  relationships 
including,  but  not  limited  to,  threatening  franchisees  with  a  lawsuit  seeking  a  forced 
sale  of  their  franchised  location  and/or  lost  future  royalties  for  the  remaining  term 
of  their  franchise  agreement; 

1.     Undermining  the  RMCF  business  model  in  which  each  RMCF  franchisee  had  made 
a  firm  specific  investment  by  selling  products  to  discount  retailers; 

m.  Charging  and  collecting  royalty  payments  from  the  RMCF  franchisees  while 

actively  working  to  cannibalize  the  franchise  system  by  developing  a  market  place 
for  Direct  Customers,  destroying  and/or  drastically  reducing  the  RMCF 
franchisees'  "good  will"  and  the  "going  concern  value"  of  their  independently 
owned  franchised  business; 

n.    Charging  and  collecting  "marketing  fees"  over  a  period  of  more  than  four  years  and 
unfairly  using  those  flinds  for  advertising  RMCF's  own,  factory  brand  products 
sold  to  Direct  Customers  and  not  to  the  franchise  system. 
54.        As  a  result  of  the  above-referenced  misconduct,  RMCF  was  unjustly  enriched  not  just  by 
the  unfair  collection  of  royalties  and  marketing  fees  totaling  more  than  $19,000,000.00  during  the 

FIRST  AMENDED  COMPLAINT  FOR: 

INJUNCTIVE  RELIEF,  DECLARATORY  RELIEF  AND  DAMAGES 

15ofl8 


Case3:08-cv-00833-JM-AJB      Documents       Filed  05/13/2008      Page  16  of  18 

pendency  of  the  scheme,  conspiracy  and  pattern  of  conduct,  but  by  the  increase  in  their  own  revenues  in 
an  amount  of  up  to  and  possibly  exceeding  $3,500,000.00  for  calendar  year  2007  alone,  all  of  which 
defendants  should  be  ordered  to  disgorge. 

55.  In  addition,  penalties  should  be  assessed  against  RMCF  for  each  violation  as  committed 
multiple  times  against  each  of  the  70+  RMCF  franchisees  within  the  State  of  California  under  California 
Business  and  Professions  Code  Section  17206. 

56.  Plaintiff  is  entitled  to  declaratory  and  injunctive  relief  declaring  the  franchise  agreements 
with  RMCF  to  be  nuU  and  void  as  a  result  of  the  alleged  misconduct  of  RMCF  and  ordering  that 
Plaintiff  be  entitled  to  operate  a  business  as  a  chocolate  and/or  candy  store  without  any  further  payments 
of  royalties  or  marketing  fees  and  without  any  interference  with  their  business  operations  by  RMCF. 

57.  Plaintiff  seeks  declaratory  and  injunctive  relief  declaring  that  all  of  the  RMCF  standard 
Franchise  Agreements  executed  by  RMCF  franchisees  are  null  and  void  under  California  law  including 
but  not  limited  to  California  Business  &  Professions  Code  Sections  17051  and  17046-17048  and  as 
unconscionable  contracts  of  adhesion  and  preliminarily  and  permanently  enjoining  RMCF  from  issuing 
replacement  documents  for  those  unlawful  agreements. 

58.  The  illegal,  fraudulent  and  unfair  business  practices  of  RMCF  presents  a  continuing 
threat  to  Plaintiffs  and  to  members  of  the  public  in  that  RMCF  persist  in  these  practices  and  will  do  so 
unless  and  until  a  permanent  injunction  is  issued  by  this  Court.  Such  permanent  injunctive  relief  should 
also  include  ancillary  equitable  relief  of  rescission  of  contract,  restitution,  and  ancillary  damages  to 
Plaintiffs. 

59.  As  a  direct  result  of  the  above  illegal,  fraudulent  and  unfair  business  practices,  RMCF  has 
been  unjustly  enriched  and  has  otherwise  received  revenues  from  Plaintiffs  and  others  as  a  result  of  their 
violations  of  section  17200  of  the  California  Business  &  Professions  Code  which  should  be  held  in  trust 
and  disgorged,  including  the  monies  and  other  items  paid  by  Plaintiffs  including  franchising  fees, 
royalties,  and  inventories,  which  monies  should  be  returned  to  Plaintiffs  and  others  similarly  situated  by 
restitution,  disgorgement  or  other  equitable  remedies. 

\\\ 
\\\ 
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60.        Plaintiffs  are  entitled  to  attorneys  fees  due  to  the  common  fund  doctrine  and  under  the 
private  attorney  general  doctrine  including  under  Section  1021.5  of  the  California  Code  of  Civil 
Procedure. 

PRAYER  FOR  RELIEF 

WHEREFORE,  Plaintiffs  respectfully  request  that  the  Court  enter  Judgment  against  the 
defendant  and  order: 

a.  For  an  award  of  general  and  special  monetary  damages  against  RMCF  in  an  amount 
equal  to  Plaintiffs'  direct,  indirect  and  consequential  damages; 

b.  For  an  award  of  pre-judgment  interest; 

c.  For  cost  of  suit; 

d.  For  preliminary  and  permanent  injunction  enjoining  defendant  RMCF  from  illegal, 
fraudulent  and  unfair  trade  practices  and  related  equitable; 

e.  For  defendant  RMCF  to  make  restitution  to  Plaintiffs  of  all  royalties,  marketing  fees,  and 
its  profit  on  the  shipment  and  sale  of  product  to  Plaintiff  obtained  during  the  period  of 
time  in  which  RMCF  was  engaged  in  its  violation  of  California  Business  and  Professions 
Code  Section  17200  et  seq.; 

f  For  the  disgorgement  by  RMCF  of  its  revenues  obtained  by  and  through  its  violations  of 

California  Business  and  Professions  Code  Section  17200  et  seq.; 

g.  For  the  imposition  of  penalties  for  each  and  every  violation  of  the  California  Business 

and  Professions  Code  Section  17200  and  17500,  et  seq.; 

h.         For  an  award  to  Plaintiff  of  reasonable  attorneys'  fees;  and 

i.  For  such  other  and  flirther  relief  as  may  be  fair  and  just. 

Dated  this  13th  day  of  May,  2008. 

LYNN  &  FORTUNE,  LLP 

s\  Rebecca  J.  Fortune 
Rebecca  J.  Fortune 
Attorney  for  Plaintiffs,  SDMS,  Inc., 
Thomas  P.  Anderson  and  Ken  Pecus. 
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DECLARATION  OF  SERVICE 


SDMS,  Inc  et  a.  v.  Rocky  Mountain  Chocolate  Factory,  Inc. 
United  States  District  Court  for  the  Southern  District  of  California 
Civil  Action  No.  08-cv-00833  JM  (AJB) 


I  am  employed  in  the  County  of  San  Diego,  State  of  California.  I  am  over  the  age  of  18  and  not 
a  party  to  the  within  action;  my  business  address  is  2171  India  Street,  Suite  C,  San  Diego,  California 
92101. 

I  hereby  certify  that  on  May  13,  2008, 1  electronically  filed  the  foregoing: 

1.  FIRST  AMENDED  COMPLAINT  FOR  INJUNCTIVE  RELIEF,  DECLARATORY 

RELIEF  AND  DAMAGES 

with  the  Clerk  of  the  Court  using  the  CM/ECF  system.  I  also  e-mailed  a  copy  of  the  First  Amended 
Complaint  to  the  following  email  addresses: 

Leonard  H.  MacPhee  Attorney  for  Defendant, 

lmacphee@perkinscoie.com  Rocky  Mountain  Chocolate  Factory,  Inc. 


Executed  May  13,  2008  at  San  Diego,  California. 


s/  Rebecca  J.  Fortune _ 
Rebecca  J.  Fortune 
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